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1 Seller’s counsel provides legal opinions on enforceability of Repo Documents, validly granted and perfected security interest and Bankruptcy Code Safe Harbor.
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You Say Goodbye 
(LIBOR), I Say Hello 
(SOFR)

October 9, 2018
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 Why LIBOR is going away?

 SOFR (what and why?)

 Transition for Derivatives

 Transition for Loans

 Transition for Floating Rate Notes (FRNs)

TOPICS
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LIBOR: The Key Issues

 LIBOR may cease after the end of 2021 (or sooner)
 This is a challenge for the $200T+ of USD LIBOR-based contracts
 SOFR – the Secured Overnight Financing Rate (a Treasury repo rate) – is 

the replacement for swaps; it may be the replacement for loans, fixed rate 
notes and other products

 SOFR is very different than LIBOR, and this will require some adjustment
 There are many things that many markets, including the loans, CLOs, 

swaps, securitization and other markets, should be thinking about – and 
solving – by end-2021

F I N A N C E F O R U M
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The Size of the LIBOR Market

As of 2016, global 
market exposure 
to USD LIBOR was 
approximately 
$200 trillion…

…roughly 10x U.S. 
Gross Domestic 
Product (GDP)

Empire State Building Guggenheim 
Museum

F I N A N C E F O R U M
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The Fundamental LIBOR Problem 

$200 TRILLION OF LIBOR BASED CONTRACTS

Priced off $500 million of daily
Interbank (LIBOR) trading

 This creates huge reliance on a 
small, fragile and potentially 
shrinking base rate

 There are more than 
$200T of USD LIBOR 
contracts outstanding

 There is ~$500M of daily 
3M $LIBOR trades, which 
are the basis for creating 
the LIBOR curve

F I N A N C E F O R U M
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Estimated USD LIBOR Market Footprint by Asset Class(1) 
Outstanding Volume 

(USD Billion)

Year End 2016 Year End 2021
Over-the-Counter Interest rate swaps $81,000 $27,540

Derivatives Forward rate agreements $34,000 $0

Interest rate options $12,000 $4,200

Cross currency swaps $18,000 $2,160

Exchange Traded Interest rate options $34,000 $340

Derivatives Interest rate futures $11,000 $110

Business Loans(2) Syndicated loans $1,500 $255

Nonsyndicated business loans $800 $112
Nonsyndicated CRE/Commercial 
mortgages $1,100 $187

Consumer Loans Retail mortgages(3) $1,200 $516

Other Consumer loans $100 $100

Bonds Floating/Variable Rate Notes $1,800 $288

Securitizations Mortgage-backed Securities (incl. 
CMOs) $1,000 $430

Collateralized loan obligations $400 $296

Asset-backed securities $200 $90

Collateralized debt obligations $200 $104

Total USD LIBOR 
Exposure: $199,000 $35,820

(1) Source: Federal Reserve staff calculations, BIS, Bloomberg, CME, DTCC, Federal Reserve Financial Accounts of the Unites States, G.19, Shared National Credit, and Y-14 data, and JPMorgan Chase. Data are gross notional exposures as of year-end 2016. 
(2) Figures for syndicated and corporate business loans do not include undrawn lines. Nonsyndicated business loans exclude CRE/commercial mortgage loans.
(3) Estimated maturities based on historical pre-payment rates.
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LIBOR Transition: Step One
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Members of Alternative Reference Rates Committee (ARRC) 

 AXA
 Bank of America
 BlackRock
 Citigroup
 CME Group
 Deutsche Bank
 Fannie Mae
 Federal Home Loan Bank of New York 
 Freddie Mac
 GE Capital
 Goldman Sachs
 Government Finance Officers Association
 HSBC
 The Independent Community Bankers of America
 Intercontinental Exchange
 ISDA
 J.P. Morgan Chase & Co.
 LCH
 LSTA
 MetLife
 Morgan Stanley
 National Association of Corporate Treasurers
 Pacific Investment Management Company
 SIFMA
 TD Bank
 Wells Fargo
 World Bank Group

Ex Officio Members
 Consumer Financial Protection Bureau 

 Federal Deposit Insurance Corporation 

 Federal Housing Finance Agency 

 Federal Reserve Bank of New York 

 Board of Governors of the Federal Reserve System 

 Office of Financial Research 

 Office of the Comptroller of the Currency 

 U.S. Commodity Futures Trading Commission 

 U.S. Securities and Exchange Commission 

 U.S. Treasury Department 

Members

F I N A N C E F O R U M



Introduction to SOFR

F I N A N C E F O R U M



18 |   Cadwalader, Wickersham & Taft LLP

TOPICS
 SOFR is a broad measure of the cost of borrowing cash overnight against Treasury securities. It is

administered by the Federal Reserve Bank of New York (FRBNY). It was launched in April 2018.

 Daily rates and volumes are available on the FRBNY website. 
(https://apps.newyorkfed.org/markets/autorates/sofr)

 The SOFR rate is based on transaction-level data from a tri-party repo clearing platform (BNY Mellon),
general collateral financing (“GCF”) data, and trimmed FICC-cleared bilateral Treasury repo transactions.

 There are significant volumes of SOFR. On average, the rate reflects about $675 billion funds borrowed.

Source: Bloomberg; FRBNY

F I N A N C E F O R U M
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 ON, 1W, 1M, 2M, 3M, 6M and 12M maturities 

 Based upon few transactions

 $500 million of daily trading

 Published by ICE Benchmark Administration

 Employs expert judgement

 Unsecured

 Reflects bank cost of funds(ish)

 Widens to reflect COF in stress periods

 Established and well understood

 Linked to millions of long-dated derivative 
contracts

 Overnight (to begin)

 Based upon many transactions

 Over $700 billion of daily trading

 Published by the Federal Reserve Bank of 
New York

 Based upon actual borrowing

 Secured

 Reflects the cost of borrowing against 
Treasury securities

 Will not widen in periods of credit stress

 Newly established rate 

 Linked to fewer contracts

LIBOR SOFR

Comparison of LIBOR and SOFR

F I N A N C E F O R U M
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Historical Spread Between LIBOR and SOFR
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 FRB-NY formally began publishing SOFR in April 2018, but the Fed has provided historical 
data from 2014 

 SOFR compounded over 90 days has average 25 bps lower than 3 Month LIBOR
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Recent Transactions
SOFR Futures

SOFR Swaps

SOFR Swaps

Trade Date Notional Tenor
Non-SOFR 

Leg Spread
7/16/2018 50,000,000 1 Year Fed Funds 0.01%
7/16/2018 50,000,000 1 Year Fixed 2.28%
7/17/2018 50,000,000 1 Year Fed Funds 0.01%
7/19/2018 50,000,000 1 Year Fed Funds 0.01%
7/23/2018 50,000,000 1 Year LIBOR -0.32%
7/24/2018 50,000,000 1 Year Fed Funds 0.02%
7/30/2018 50,000,000 2 Year Fed Funds 0.01%
8/1/2018 25,000,000 2 Year Fed Funds 0.02%
8/8/2018 50,000,000 1 Year Fed Funds 0.02%

8/13/2018 460,000,000 2 Year LIBOR -0.25%
8/13/2018 460,000,000 2 Year LIBOR -0.25%
9/26/2018 100,000,000 0.5 Year Fixed 2.35%
10/1/2018 50,000,000 0.5 Year Fed Funds -0.04%
10/1/2018 50,000,000 0.5 Year Fed Funds -0.04%
10/1/2018 50,000,000 1 Year Fed Funds -0.04%

Issuer Name
Size 
(mm) Type Maturity Spread at Issuace

Federal National Mortgage Association 2,500 Senior Unsecured 1/30/2019 S+8
Federal National Mortgage Association 2,000 Senior Unsecured 7/30/2019 S+12
Federal National Mortgage Association 1,500 Senior Unsecured 1/30/2020 S+16

International Bank for Reconstruction & Development 100 Senior Unsecured 8/21/2020 S+22
Sheffield Receivables Co 525 ABCP Facility 11/28/2018 S+35

Credit Suisse AG/New York NY 100 CD 2/21/2019 S+35
Metropolitan Life Global Funding I 1,000 Senior Unsecured 9/7/2020 S+57

NY MTA 125 Senior Unsecured 6/26/2019 66% S+43
Wells Fargo Bank NA 1,000 Senior Unsecured 3/25/2020 S+48
Wells Fargo Bank NA 125 CD 9/20/2019 S+35

F I N A N C E F O R U M
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Transition Developments
Paced Transition Plan

SOFR 
selected as 

replacement 
index

SOFR 
futures 
trading 

began May 7

Trading begins in 
cleared OIS 

referencing SOFR

Counterparties base 
new or modified swap 

contracts on SOFR 
and discounted with 

SOFR curve

No new swap contracts 
for clearing based on 
effective Fed Funds 

rate; SOFR only.

Creation of 
term SOFR

End of LIBOR 
published rates
December 2021

SOFR 
published 

April 3

H2H1 H1 H2 H2 H1 H2H1H2H1

2017 2018 2019 2020 2021

ISDA Consultation
 July –Oct 2018, ISDA is conducting a market-wide consultation process pertaining to non USD IBOR 

(AUD, CHF, GBP, HKD, JPY). 
 ISDA plans to make results of such protocol known by the end of 2018, and implement revised IBOR 

definitions in 2019.
 ISDA has indicated that they will conduct similar consultations regarding USD LIBOR and EUR LIBOR 

fallback to SOFR and ESTER in 2019.  

F I N A N C E F O R U M
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ISDA Consultation regarding Fallback Rates

Suggested Term AdjustmentsSuggested Credit Spread Adjustments

 Forward Approach – calculated based on observed 
market prices for the forward spread

 Historical Mean/Median Approach – based on the 
mean or median spot spread between the relevant 
IBOR and RFR over [5 or 10] years.

 Spot-Spread Approach – based on the spot spread 
between the relevant IBOR and the RFR on the day 
preceding the announcement

 Spot Overnight Rate – the SOFR two business 
days prior to the beginning of the period

 Convexity-adjusted Overnight Rate – The Spot 
Overnight Rate, but compounded over the period

 Compounding Setting in Arrears Rate – the 
compounded average of SOFR observed over the 
period

 Compounded Setting in Advance Rate –
Compounded in Arrears Rate referencing the prior 
period

 The consultation makes clear several pertinent items:
 Triggers contemplate a permanent cessation of IBOR as announced by the administrator or supervisor.
 Fallbacks from IBORs are to the various approved alternative risk free rates (RBA, Saron, Sonia, Honia, 

TIBOR).
 Implementation will be done through a protocol and in partnership with a vendor who can provide 

information to market participants about the fallback rates and spreads (e.g. a Bloomberg screen).
 The consultation solicits input about how to apply alternative reference rates in the event of a fallback . 

F I N A N C E F O R U M



Transition for Loans

F I N A N C E F O R U M



26 |   Cadwalader, Wickersham & Taft LLP

Introducing the US$ Syndicated Loans Fallback Consultation

 What is LIBOR Fallback language?

 It answers the question “If LIBOR ceased tomorrow, to what rate would my loan fall back?”

 What are the four components of LIBOR fallback language?

 Trigger – What event precipitates a transition from LIBOR to the new reference rate? (An example of a 
trigger is LIBOR being discontinued.)

 Reference Rate – What is the new reference rate for the loan? (For LIBOR‐based loans, the new 
reference rate is most likely SOFR.)

 Spread Adjustment – Because LIBOR and SOFR are different rates, there may need to be a spread 
adjustment to make them more comparable. What is the mechanism to determine that rate?

 Amendment Process – Some variants of fallback language require amendments and votes.

 What are the ARRC’s two proposals?

 An “Amendment” Approach  which is similar to the fallback language that has been introduced in 
syndicated loan agreements in the past year. 

 A “Hardwired” approach that anticipates the transition from LIBOR and sets all the terms for that 
transition at the origination of the credit agreement (thus avoiding the need for an amendment).

F I N A N C E F O R U M
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The Amendment and Hardwired Approach have Same 
Five Mandatory Triggers

 Two triggers that reflect LIBOR cessation and match ISDA triggers for derivatives

 One trigger that signals an unannounced stop to LIBOR 

 One trigger  that signals a change in the quality of LIBOR due to insufficient submissions

 One trigger that reflects a regulator view that LIBOR is no longer fit for purpose

 If any of these triggers occur, then both the Amendment and the Hardwired Fallback Approaches 
will begin the process to shift to a new reference rate

F I N A N C E F O R U M
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The Amendment and Hardwired Approach have Similar 
Early “Opt-In” Triggers

 Loans are easily amendable

 A number of ARRC Working Group members saw value in the ability to amend to a new reference rate 
if it began being used in new or amended credit agreements

 The “opt‐in” trigger could reduce the inventory of loans that might need to be converted upon LIBOR 
cessation

 Hardwired approach 

 [at least two] currently outstanding public syndicated loans in the United States at such time 
contain… term SOFR plus a Replacement Benchmark Spread, and 

 Required or Supermajority Lenders affirmatively consent to amendment

 Amendment approach 

 Administrative Agent or Required Lenders have determined that syndicated loans are being 
executed or amended to incorporate or adopt a new benchmark interest rate to replace LIBOR, and 

 Required lenders have affirmatively accepted amendment to replace LIBOR

F I N A N C E F O R U M
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Amendment Approach
 Triggers ‐ Mandatory and Opt In triggers as defined previously

 Replacement Reference Rate

 Alternate benchmark rate agreed between Borrower and Administrative Agent, considering term 
SOFR and spread adjustments

 Spread adjustment

 Agreed to between Borrower and Administrative Agent, considering market convention and 
recommendation by Relevant Governmental Body

 Amendment language

 Required lenders get objection rights (negative consent) for mandatory triggers

 Differs from existing amendment language because it offers more specificity, specifically referencing 
SOFR, spread adjustments and negative consent rights

F I N A N C E F O R U M
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Hardwired Approach
 Triggers ‐ Mandatory and Opt In triggers as defined on previously

 Replacement Reference Rate

 Term SOFR; if Term SOFR is not available, then Compounded SOFR; if Compounded SOFR is not available, 
then overnight SOFR; if overnight SOFR is not available, then switch to an “Amendment” approach, whereby 
borrower and administrative agent determine an alternate rate of interest.

 Spread adjustment 

 The LIBOR‐SOFR spread adjustment selected, endorsed or recommended by the Relevant Governmental 
Body

 If not available, then the spread adjustment selected by ISDA

 Amendment

 If the replacement rate is pre‐determined (i.e., term SOFR, compounded SOFR or overnight SOFR plus spread 
adjustment), then no amendment is required

 If the pre‐determined rate plus spread adjustment is not available, the hardwired approach falls back to an 
amendment approach. In this provision, required lenders have objection rights (negative consent)

F I N A N C E F O R U M
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Triggers:

 Two permanent cessation triggers (same as derivatives) 
and three additional pre-cessation triggers

 “Opt-in” Trigger based on other syndicated loans in the 
market

Replacement Benchmark Waterfall:

 Term SOFR -> Compounded SOFR -> Overnight 
SOFR.  

 If none of the above, then Borrower and Administrative 
Agent agree on alternate rate of interest giving “due 
consideration” to prevailing market convention or rate 
selected by Relevant Government Body.

Spread Adjustment Waterfall: 

 Spread adjustment selected by the Relevant Government 
Body

 Spread adjustment selected by ISDA

Triggers:

 Same five permanent cessation and pre-cessation 
triggers

 No “opt-in” or other triggers

Replacement Benchmark Waterfall:

 First three rates are the same (Term SOFR -> 
Compounded SOFR -> Overnight SOFR)

 If none of the above, then rate selected by the Relevant 
Government Body-> rate determined under ISDA 
definitions -> rate determined by issuer or its designee

Spread Adjustment Waterfall: 

 Same as Syndicated Loans except that the ISDA spread 
adjustment only applies if the Replacement Benchmark is 
equivalent to the ISDA Fallback Rate

 If none of the above, spread determined by the issuer or 
its designee

Syndicated Loans (Hardwired) Floating Rate Notes
Comparison of Syndicated Loan and FRN Fallbacks

F I N A N C E F O R U M



Next Steps
• Consultations

• Include SOFR in new deals

• Participate in and listen to webcasts, podcasts

• Socialize with internal constituencies
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 Alternative Reference Rates Committee Frequently Asked Questions
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2018/ARRC-Sept-20-2018-FAQ.pdf

 Alternative Reference Rates Committee Guiding Principles
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2018/ARRC-principles-July2018

 ISDA Consultation on Certain Aspects of Fallbacks for Derivatives Referencing GBP LIBOR, CHF LIBOR, JPY LIBOR, 
TIBOR, Euroyen TIBOR and BBSW

https://www.isda.org/2018/07/12/interbank-offered-rate-ibor-fallbacks-for-2006-isda-definitions

 ARRC Consultation Regarding More Robust LIBOR Fallback Contract Language for New Issuances of LIBOR Floating Rate 
Notes

https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2018/ARRC-FRN-Consultation.pdf

 ARRC Consultation Regarding More Robust LIBOR Fallback Contract Language for New Originations of LIBOR Syndicated 
Business Loans

https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2018/ARRC-Syndicated-Business-Loans-Consultation.pdf

 Cadwalader Cabinet LIBOR and Indices Resource Page
https://www.findknowdo.com/content/libor-and-indices

Resource list:
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Tax Reform Complicates Middle-Market CLOs 

By Jason Schwartz, Nathan Spanheimer and Cassidy Nolan                                                                                
(March 9, 2018, 12:57 PM EST) 

The recently enacted Tax Cuts and Jobs Act is causing concerns for advisers of 
middle-market collateralized loan obligation issuers, or MM CLOs, that are engaged 
in a U.S. trade or business for U.S. tax purposes.[1]  The TCJA includes Section 
1446(f) of the Internal Revenue Code,[2] which potentially imposes a withholding 
requirement on any purchaser of noninvestment-grade notes issued by an MM 
CLO, or an entity-level tax on the MM CLO itself, unless the seller of the notes 
furnishes the purchaser with a “nonforeign affidavit” containing the seller’s U.S. 
taxpayer identification number and stating, under penalties of perjury, that the 
seller is not a foreign person.[3] 
 
Although investors in noninvestment grade notes issued by MM CLOs typically are 
restricted to U.S. persons, the deal documents for MM CLOs historically have not 
included a mechanism requiring a seller to provide a nonforeign affidavit to the 
purchaser, and purchasers might not be aware of the requirement to obtain a 
nonforeign affidavit or to withhold on sellers that fail to provide the affidavit. 
Moreover, because many MM CLO notes are traded through a depository 
institution, such as the Depository Trust Company, (1) a purchaser might not easily 
be able to withhold on the seller, and (2) an MM CLO might have difficulty 
determining whether withholding was properly effected.  
 
In 2017, MM CLO issuances in the United States reached a pre-crisis high of $14.7 
billion.[4]  Investors in MM CLOs do not expect an incremental tax drag on their 
investment returns, and MM CLOs generally must eliminate entity-level tax in order 
to receive a credit rating with respect to the senior and mezzanine notes that they 
issue. A failure by MM CLOs to require sellers of noninvestment-grade notes to 
deliver a nonforeign affidavit to both the purchaser and the MM CLO could 
adversely affect investors in both existing and future MM CLOs.  
 
Overview of MM CLOs 
 
MM CLOs are a subset of collateralized loan obligation issuers. CLOs are actively 
managed special-purpose vehicles that typically issue notes to institutional 
investors and use the proceeds primarily to acquire commercial loans.[5] Interest and, after a specified 
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reinvestment period of four to five years, principal received by CLOs on their assets are used to pay 
interest and principal on the notes. CLOs hire collateral managers to manage their assets in exchange for 
management fees.  
 
Most CLOs acquire broadly syndicated loans on the secondary market. These “broadly syndicated CLOs” 
usually are treated as foreign corporations for U.S. tax purposes and typically are organized in the 
Cayman Islands, which does not impose an income tax, or in Ireland, the Netherlands or Luxembourg, 
which permit interest deductions on the CLO notes to effectively eliminate any home jurisdiction income 
tax. U.S. collateral managers of broadly syndicated CLOs comply with “U.S. tax guidelines” that allow the 
CLO to satisfy a safe harbor that ensures that the CLO is not engaged in a U.S. trade or business and is 
not subject to U.S. net income tax.  
 
By contrast, MM CLOs invest primarily in middle-market loans. Because the secondary market for 
middle-market loans is less developed than that for broadly syndicated loans, MM CLOs often act as 
original lenders on middle-market loans instead of buying loans on the secondary market.  
 
The IRS asserts that regularly lending money through a U.S. agent (such as a U.S. collateral manager) 
constitutes a U.S. trade or business for U.S. tax purposes.[6] A foreign corporate CLO that is engaged in a 
U.S. trade or business potentially is subject to U.S. corporate-level tax. By contrast, entities that are 
treated as partnerships for U.S. tax purposes and are engaged in a U.S. trade or business generally are 
not subject to entity-level tax so long as their equity is held exclusively by U.S. persons. Accordingly, to 
avoid U.S. entity-level tax, most MM CLOs are structured as partnerships for U.S. tax purposes, and 
require any notes they issue to be held by U.S. persons unless the notes receive an opinion of tax 
counsel that they will be treated as debt for U.S. tax purposes. Tax counsel typically gives such a “will be 
debt” opinion only with respect to an MM CLO’s investment-grade notes. 
 
Section 1446(f) Generally 
 
Section 1446(f) requires a purchaser of an equity interest in a partnership that is engaged in a U.S. trade 
or business for U.S. tax purposes (such as an MM CLO) to withhold 10 percent of a foreign seller’s 
amount realized. If the purchaser fails to withhold, then the partnership is required to withhold on 
future distributions to the purchaser, and could be subject to an entity-level tax liability if it fails to do 
so. 
 
Section 1446(f) generally is intended to enforce Section 864(c)(8), which also was included in the TCJA. 
Under Section 864(c)(8), a foreign partner is subject to U.S. income tax on any gain that it recognizes on 
a sale or redemption of an equity interest in a partnership that is engaged in a U.S. trade or business to 
the extent that the foreign partner would have been subject to U.S. income tax if, on the date of the sale 
or redemption, the partnership had sold all of its assets at fair market value.[7] Any withholding under 
Section 1446(f) generally may be credited against the foreign partner’s ultimate U.S. tax liability. 
 
Application of Section 1446(f) to MM CLOs 
 
The primary withholding requirement under Section 1446(f) is intended to apply only to a purchaser of 
partnership equity from a foreign partner. As mentioned above, MM CLOs restrict the ownership of 
their notes to U.S. persons unless the notes receive an opinion of tax counsel that they will be debt for 
U.S. tax purposes. Accordingly, as a policy matter, Section 1446(f) should not impose a withholding 
requirement on purchasers of MM CLO notes, because the transfer restrictions contained in an MM 
CLO’s deal documents require each seller to be either (1) a U.S. person or (2) a debt holder. 



 

 

 
Unfortunately, however, the only bright-line exception from withholding liability under the statutory 
language of Section 1446(f) is if the seller furnishes the purchaser with a nonforeign affidavit containing 
the seller’s U.S. taxpayer identification number and stating, under penalties of perjury, that the seller is 
a U.S. person. As a result, a purchaser of noninvestment-grade notes (which, as noted above, do not 
receive an opinion that they are debt for U.S. tax purposes) risks incurring liability for failing to withhold 
on a seller if (1) the notes are treated as equity, (2) the purchaser relies solely on the MM CLO’s transfer 
restrictions to assume that the seller is a U.S. person, and (3) the seller is, in fact, a non-U.S. person (in 
contravention of the MM CLO’s transfer restrictions). Moreover, in this event, the MM CLO is required 
to withhold on future distributions to the purchaser to the extent that the purchaser failed to withhold 
on the seller and, if the MM CLO does not withhold, then it may be subject to entity-level tax liability for 
failure to do so (which would reduce amounts available for distribution to investors).[8]     
 
When a seller directly sells a physical MM CLO note to a purchaser, the MM CLO can require the 
purchaser to ask the seller for a nonforeign affidavit to comply with Section 1446(f), and to withhold on 
any seller that fails to provide the affidavit. However, as mentioned above, many MM CLO notes are 
traded through a depository institution, such as the Depository Trust Company. What this means is that 
the depository institution is the registered holder of a “global” certificate that entitles it to payments on 
the MM CLO’s notes, and brokers that have a relationship with the depository institution purchase 
interests in the global certificate on behalf of their clients.  
 
It is unclear how withholding would be effected through a depository institution, which is unlikely to 
register a transfer of beneficial ownership of an MM CLO note unless it receives the note’s full purchase 
price (without withholding). In addition, interposing a depository institution (as well as relationship 
brokers) between a purchaser and a seller potentially creates communication issues between the MM 
CLO, the purchaser and the seller, which could make it difficult for the MM CLO to determine whether a 
purchaser received a nonforeign affidavit or whether withholding was properly effected. 
 
Documentary Solutions 
 
One possible way for MM CLOs to address Section 1446(f) going forward would be to require each seller 
of a noninvestment-grade note to furnish the purchaser and the indenture trustee with a nonforeign 
affidavit as a condition to registering the sale. This would likely satisfy the bright-line withholding 
exemption in Section 1446(f), and therefore should absolve both the purchaser and the MM CLO from 
liability if the notes are treated as equity and the seller is not, in fact, a U.S. person. However, it remains 
to be seen whether any communication issues between sellers and purchasers will arise (in particular 
with respect to notes held in global form) in connection with this requirement.  
 
It is unclear how Section 1446(f) will affect MM CLOs that closed before its enactment in the absence of 
an amendment to their deal documents to adopt the approach mentioned above, but there is a risk that 
the provision will adversely affect the liquidity of their global noninvestment-grade notes. Moreover, in 
the event that (1) an MM CLO’s notes are treated as equity, (2) a purchaser does not withhold on a 
seller, and (3) the seller turns out to be a non-U.S. person, the IRS might assess a liability on the MM CLO 
for failing to withhold on the purchaser. This liability would be payable as an administrative expense and 
likely would be borne economically by the holders of the MM CLO’s equity. 
 
Closing Observations 
 
The IRS has broad authority to issue regulations and other official guidance under Section 1446(f),[9] 



 

 

and has already exercised this authority to temporarily suspend the application of Section 1446(f) to 
purchasers of publicly traded partnership interests pending the issuance of regulations.[10]  
 
From a U.S. tax perspective, a depository institution’s role in effecting transfers of global notes is similar 
to a clearing institution’s role in effecting transfers of publicly traded partnership interests. In both 
cases, the institution’s involvement could create communication issues between a seller, purchaser and 
issuer, could prevent a purchaser from being able to withhold on the seller, and could prevent the issuer 
from knowing whether withholding was effected. Accordingly, advisers of MM CLOs might reasonably 
hope for a similar suspension.[11] In the meantime, however, they must be creative and thoughtful in 
mitigating the potential adverse effects of Section 1446(f) on the MM CLO market. 

 
 
Jason Schwartz is a partner in the tax group at Cadwalader Wickersham & Taft LLP. Nathan 
Spanheimer is a partner and Cassidy Nolan is an associate in Cadwalader's capital markets group. The 
authors would like to thank Cadwalader capital markets partner Gregg Jubin for his contributions to this 
article.  
 
The opinions expressed are those of the author(s) and do not necessarily reflect the views of the firm, its 
clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for general 
information purposes and is not intended to be and should not be taken as legal advice. 
 
[1] The concern discussed in this article applies only to MM CLOs (and any other CLOs) that are engaged 
in a U.S. trade or business for U.S. tax purposes. 
 
[2] All references to section numbers herein are to the U.S. Internal Revenue Code of 1986, as amended. 
 
[3] MM CLOs might issue interests in the form of notes, limited partnership interests or limited liability 
company interests. For convenience, this article refers to MM CLO interests as “notes.” 
 
[4] Fitch Ratings, Fitch: Strong CLO Appetite Keeps Issuance at Highs (Jan 25, 2018), available 
at https://www.fitchratings.com/site/pr/1035574. 
 
[5] For a detailed discussion of the structure and taxation of CLOs, see Jason Schwartz and David S. 
Miller, Collateralized Loan Obligations, 6585 Tax Mgmt. Port. (BNA) (2018). 
 
[6] See AM 2009-010. 
 
[7] Section 864(c)(8) is intended to codify the IRS’ conclusion in Revenue Ruling 91-32. In 2017, the Tax 
Court rejected this conclusion and held that a foreign partner was not subject to U.S. income tax on a 
redemption of an equity interest in a partnership that was engaged in a U.S. trade or business except to 
the extent that the gain was attributable to U.S. real property interests. See Grecian Magnesite Mining 
v. Commissioner, 149 T.C. No. 3(July 13, 2017). Section 864(c)(8) effectively overrides Grecian Magnesite 
Mining. 
 
[8] Before tax reform, Section 1446(a) required MM CLOs to withhold on income and gain allocated to 
foreign partners. To eliminate this withholding requirement, the deal documents for most MM CLOs 
require purchasers of noninvestment-grade notes to provide the indenture trustee with an IRS Form W-
9 certifying that the purchasers are U.S. persons. An MM CLO generally may rely on an IRS Form W-9 to 
eliminate Section 1446(a) withholding liability in the absence of actual knowledge or reason to know 



 

 

that the form is inaccurate. See Treas. Reg. Section 1.1446-1(c)(2)(iii).  
 
However, it is unclear whether Section 1446(f) allows an MM CLO to rely on an IRS Form W-9, even 
though there is no obvious policy reason to prohibit such reliance. See New York State Bar Association, 
Request for Immediate Guidance under Sections 864(c)(8) and 1446(f), Report No. 1387, at 8 (Feb. 2, 
2018) (requesting guidance confirming that an IRS Form W-9 qualifies as a nonforeign affidavit). Thus, 
even if an MM CLO has an IRS Form W-9 on file with respect to a seller of noninvestment-grade notes, it 
is possible that the MM CLO will have withholding liability under Section 1446(f) if the purchaser does 
not receive a nonforeign-affidavit from the seller and does not withhold. 
 
[9] See section 1446(f)(6) (“The Secretary shall prescribe such regulations or other guidance as may be 
necessary to carry out the purposes of this subsection, including regulations providing for exceptions 
from the provisions of this subsection.”); Section 1446(g) (“The Secretary shall prescribe such 
regulations as may be necessary to carry out the purposes of this section.”). 
 
[10] See Notice 2018-08 (acknowledging concerns that, “in the case of a disposition of a publicly traded 
partnership interest, applying new section 1446(f) without guidance presents significant practical 
problems”). 
 
[11] Although the suspension applies only to publicly traded partnership interests, the notice also 
requests comments on “whether a temporary suspension of new section 1446(f) for partnership 
interests that are not publicly traded partnership interests is needed.” See also New York State Bar 
Association, Request for Immediate Guidance under Sections 864(c)(8) and 1446(f), Report No. 1387, at 
4 (Feb. 2, 2018) (“[W]e recommend that either (i) Treasury and the Service issue immediate guidance 
that addresses the most pressing issues regarding the manner in which withholding under Section 
1446(f) is to be conducted or (ii) if workable guidance cannot be issued in a very short period of time, 
the application of withholding for all partnership interests be delayed until regulations or other guidance 
is issued.”). 
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Recent Trends In Structuring CRE-CLOs
By Jason Schwartz, Gary Silverstein and Jeffrey Rotblat (July 16, 2018, 1:58 PM EDT)

Commercial real estate collateralized loan obligations, or “CRE-
CLOs,” are growing in popularity as a way to securitize mortgage 
loans. Market participants have predicated as much as $14 billion of 
new CRE-CLO issuances in 2018,[1] compared to $7.7 billion in 
2017.[2]

CRE-CLOs are special-purpose vehicles that issue notes primarily to 
institutional investors, invest the proceeds mainly in mortgage 
loans, and apply the interest and principal they receive on the 
mortgage loans to pay interest and principal on the notes that they 
issue. CRE-CLOs allow banks, real estate investment trusts (REITs), 
funds and other mortgage loan originators to finance their mortgage 
loan portfolios, thereby freeing up capital that they can then use to 
make or acquire additional mortgage loans. By issuing multiple 
classes of notes into the capital markets with different seniorities 
and payment characteristics backed by a pool of mortgage loans, 
CRE-CLOs appeal to investors that may not be willing or able to 
invest directly in mortgage loans.

In many ways, CRE-CLOs are a more flexible financing option than 
real estate mortgage investment conduits, or REMICs, the long-
reigning darling of commercial mortgage-backed securitizations. 
Unlike REMICs, CRE-CLOs may hold mezzanine loans, “delayed 
drawdown” loans, “revolving” loans (and, in some cases, preferred 
equity), may borrow against a managed pool of assets, and may 
have more liberty to modify and foreclose on their assets. But 
structuring a CRE-CLO is not without challenges, and failing to 
properly structure a CRE-CLO could create adverse tax 
consequences for investors and could even subject the CRE-CLO to 
U.S. corporate tax.

To avoid U.S. entity-level tax, CRE-CLOs generally are structured as 
either (1) a qualified REIT subsidiary, or QRS, or (2) a foreign 
corporation that is not a QRS. This article summarizes each 
structure.[3]

QRS Structure

QRSs are a creature of the REIT regime. A REIT is a special type of domestic corporation 
that invests predominantly in real estate assets, including real estate mortgages, and 
generally can eliminate U.S. corporate tax by distributing all of its net income to its 
shareholders on a current basis. Because of their investment strategy, REITs are common 
sponsors of CRE-CLOs.
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Under the REIT rules, a QRS is a wholly owned subsidiary of a REIT whose separate 
existence is disregarded for U.S. tax purposes. Thus, if a CRE-CLO is established as a QRS, 
then the CRE-CLO will not be subject to U.S. corporate tax.

Limitation on Issuing Tax Equity

To maintain its status as a QRS, a CRE-CLO must ensure that all of its “tax equity” is 
beneficially owned by a single REIT. In other words, all interests issued by the CRE-CLO 
that are not indebtedness for tax purposes must continue to be owned by the REIT at all 
times.

One important factor in determining whether an instrument is treated as debt or equity for 
U.S. tax purposes is the reasonable likelihood of timely payment of principal and scheduled 
interest on the instrument. A note’s credit rating generally is viewed as indicative of its 
likelihood of repayment, and U.S. tax counsel typically do not opine that a class of notes 
will be treated as debt for U.S. tax purposes unless that class receives an investment 
grade credit rating. Accordingly, QRS CRE-CLOs may not issue below-investment-grade 
notes or equity to third-party investors. Instead, these interests must be retained by the 
REIT (or an entity disregarded into a REIT).

Mitigating the Excess Inclusion Rules

Very generally, a REMIC’s most senior classes of economic interests provide for yields that 
are less than the weighted average interest rate of the pool of mortgage loans that the 
REMIC holds, while a REMIC’s more junior classes of economic interests provide for yields 
that are greater than the weighted average interest rate of the pool of mortgage loans. 
Because the overall yield on these interests in early years is less than the overall yield on 
the pool of mortgage loans, a REMIC will have net taxable income in early years followed 
by net taxable losses in later years.

The REMIC rules generally ensure that someone pays tax on all or a portion of a REMIC’s 
net taxable income, which is referred to as “excess inclusion” income. Consistent with this 
policy, because QRS CRE-CLOs (like REMICs) are not subject to entity-level tax, the tax 
code imposes material adverse tax consequences on a REIT and its shareholders (including 
otherwise tax-exempt shareholders) to the extent that dividends paid by the REIT are 
attributable to excess inclusion income of a QRS CRE-CLO.

IRS guidance requires REITs to determine the amount of excess inclusion income that is 
attributable to a QRS CRE-CLO using a “reasonable method.” In the absence of further 
guidance, many tax advisers have concluded that a reasonable method includes treating 
the QRS CRE-CLO as a “synthetic REMIC,” i.e., nominally treating a portion of the tax 
equity of the QRS as deductible, solely for purposes of computing excess inclusion income, 
much like a REMIC issues below-investment-grade regular interests, which are deductible 
(by statute) in computing a REMIC’s overall net income. Under this approach, the excess 
inclusion income attributable to a QRS CRE-CLO more closely matches the excess inclusion 
income that would have been attributable to the QRS CRE-CLO had it made a valid REMIC 
election. However, it is not certain whether this approach would be respected if challenged.

REITs that wish to spare their shareholders the risk of any excess inclusion income will 
often create a “mini-REIT” to hold the QRS CRE-CLO’s tax equity, and jointly own the mini-
REIT with a taxable REIT subsidiary, or TRS. A TRS may be a wholly owned subsidiary of a 
REIT but, unlike a QRS, elects to be treated as a separate corporation from the REIT. A 
TRS that earns excess inclusion income is subject to U.S. corporate tax on the excess 
inclusion income; however, subsequent dividends by the TRS to the REIT are not treated 
as excess inclusion income. The TRS thus “blocks” the excess inclusion income from 
reaching the REIT and its shareholders.
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This structure is illustrated below. 

Because the mini-REIT owns all of the equity in the CRE-CLO, the CRE-CLO is eligible to be 
treated as a QRS. The mini-REIT realizes excess inclusion income from its ownership of the 
CRE-CLO, and dividends paid by the mini-REIT are tainted by any excess inclusion income. 
The partnership allocates the amount of any dividend income that consists of excess 
inclusion income to the TRS, and allocates all other dividend income directly to the REIT 
parent. Accordingly, only the excess inclusion income (and not the rest of the income 
attributable to the CRE-CLO’s equity) is subject to corporate tax.

Non-QRS Structure

A CRE-CLO sponsor may choose not to use the QRS structure, for example, because REIT 
compliance is expensive, the sponsor is too closely held to qualify as a REIT, or the 
sponsor needs the flexibility to sell or freely finance the “tax equity.” CRE-CLOs that do not 
qualify as QRSs and that issue two or more classes of notes are statutorily treated as 
corporations for U.S. tax purposes under the so-called “taxable mortgage pool” rules of the 
tax code. To avoid U.S. corporate tax, these CRE-CLOs typically are organized in the 
Cayman Islands, which does not impose corporate tax.

Cayman Islands corporations are subject to U.S. corporate tax only on income that is 
“effectively connected” with a “U.S. trade or business” for U.S. tax purposes. The IRS 
asserts that “making loans to the public” (instead of purchasing the loans on the secondary 
market), whether directly or through a U.S. agent, constitutes a U.S. trade or business. 
Because sponsors of CRE-CLOs often form the CRE-CLOs with the expectation of selling 
loans to them, non-QRS CRE-CLOs must follow special “tax guidelines” to ensure that the 
sponsor is not viewed as having engaged in loan origination as an agent of the CRE-CLO, 
causing the CRE-CLO to be engaged in a U.S. trade or business.

Although the precise contours of a CRE-CLO’s tax guidelines often depend on the internal 
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operations of the sponsor, U.S. tax counsel typically require some combination of the 
below features to ensure that the sponsor is not treated as originating loans as agent for 
the CRE-CLO:

• Seasoning Period With Arm’s-Length Pricing. A significant waiting, or 
“seasoning,” period between a loan’s origination and a CRE-CLO’s purchase of (or 
commitment to purchase) the loan helps ensure that the sponsor is the first person 
to bear economic risk with respect to the loan, which suggests that the sponsor is 
the true lender, and not an agent of the CRE-CLO. U.S. tax counsel often conclude 
that 90 days is a significant seasoning period on the basis that the loan market can 
change significantly during any 90-day period.

In addition, to ensure that the seasoning period in fact creates market risk for the 
sponsor, the sponsor must sell any loans to the CRE-CLO at arm’s-length pricing. 
Some U.S. tax advisers require the CRE-CLO to appoint an independent investment 
adviser to confirm that each loan is purchased at its fair market value.

• Autonomy of Origination Business. Another factor that strongly supports the 
conclusion that the sponsor is not originating loans as agent for the CRE-CLO is if the 
sponsor can establish that it has the capacity to originate loans whether or not the 
CRE-CLO in fact acquires the loans and the sponsor negotiates and originates loans 
without input from the CRE-CLO’s investment management team. To ensure that no 
particular loan is substantially certain to be acquired by the CRE-CLO at the time 
that it is originated, some U.S. tax advisers also place a significant percentage 
limitation on the aggregate face amount of sponsor-originated loans the CRE-CLO 
can acquire.

• Incentive Compensation. Some CRE-CLOs provide for a material part of their 
investment management team’s compensation to be based on the CRE-CLO’s 
performance. This factor arguably further helps to establish separation between the 
origination and management personnel.

Conclusion

With careful tax planning, the CRE-CLO structures discussed above can be powerful tools 
for securitizing pools of assets that are inappropriate for acquisition by a REMIC, including 
assets that will be traded or will not consist solely of REMIC-eligible mortgages.
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[1] Cathy Cunningham, CREFC 2018: Say Hello to CLOs, Commercial Observer (Jan. 11, 
2018), available at https://commercialobserver.com/2018/01/crefc-2018-say-hello-to-
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clos.

[2] New Sponsors to Lift CLO Volume This Year, Commercial Mortgage Alert (Feb. 9, 
2018), at 1.

[3] Special rules known as the taxable mortgage pool rules treat CRE-CLOs as corporations 
by statute, thus preventing CRE-CLOs from being structured as partnerships for tax 
purposes. 
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Jason Schwartz, Gary Silverstein, and Daniel Ng of Cadwalader, Wickersham & Taft discuss the tax considerations applicable to
the growing market for commercial real estate collateralized loan obligations (CRE-CLOs). The authors analyze CRE-CLO
structures that can be used for securitizing pools of assets that are inappropriate for acquisition by a real estate mortgage
investment conduit (REMIC).

By Jason Schwartz, Gary Silverstein, and Daniel Ng

I. INTRODUCTION

Commercial real estate collateralized loan obligations, or “CRE-CLOs,” are growing in popularity as a way to securitize
mortgage loans. Market participants have predicated as much as $14 billion of new CRE-CLO issuances in 2018, compared
to $7.7 billion in 2017.

In many ways, CRE-CLOs are a more flexible financing option than real estate mortgage investment conduits (REMICs), the
traditional vehicles for commercial mortgage-backed securitizations: unlike REMICs, CRE-CLOs may hold mezzanine loans,
“delayed drawdown” loans, and “revolving” loans (and, in some cases, preferred equity), may borrow against a managed pool
of assets, and may have more liberty to modify and foreclose on their assets. But structuring a CRE-CLO is not without
challenges, and failing to properly structure a CRE-CLO could create adverse tax consequences for investors and could even
subject the CRE-CLO to U.S. corporate tax.

This article discusses the tax considerations applicable to CRE-CLOs. Part II briefly explains what a CRE-CLO is. Part III
discusses the overarching tax considerations relevant to CRE-CLOs and provides a brief overview of the two most common
CRE-CLO tax structures—the qualified REIT subsidiary (QRS) and the foreign corporation that is not a QRS. Parts IV and V
contain a more detailed discussion of each of these tax structures. Part VI describes the material benefits of using a CRE-
CLO instead of a REMIC to securitize mortgage loans.

II. WHAT IS A CRE-CLO?

CRE-CLOs are special purpose vehicles that issue notes primarily to institutional investors, invest the proceeds mainly in
mortgage loans, and apply the interest and principal they receive on the mortgage loans to pay interest and principal on the
notes that they issue. CRE-CLOs allow banks, real estate investment trusts (REITs), and other mortgage loan originators to
sell their mortgage loan portfolios, freeing up capital that they can then use to make or acquire additional mortgage loans. By
issuing multiple classes of notes with different seniorities and payment characteristics backed by a pool of mortgage loans,
CRE-CLOs appeal to investors that may not be willing or able to invest directly in mortgage loans.

III. OVERARCHING TAX CONSIDERATIONS
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a. Taxable Mortgage Pool Rules

Under the taxable mortgage pool (TMP) rules of the Internal Revenue Code, a vehicle (other than a REMIC) that securitizes
real estate mortgages generally is treated as a TMP and taxed as a separate corporation for U.S. tax purposes if it issues two
or more classes of “debt” with different maturities and the payment characteristics of each debt class bear a relationship to
payments on the underlying real estate mortgages.

The TMP rules are intended to subject any net income recognized by a domestic mortgage loan securitization vehicle—i.e.,
the positive difference between interest accruals on the vehicle's assets, on one hand, and interest accruals on the vehicle's
obligations, on the other hand—to U.S. net income tax. (If the vehicle is a REMIC, no entity-level tax is imposed, but holders
of a special class of “residual interests” must pay this tax, and the “excess inclusion” rules discussed below prevent all or a
portion of the taxable income from being offset or otherwise eliminated.)

Because CRE-CLOs typically issue more than two classes of notes, they generally will be TMPs.

b. Avoiding Entity-Level Tax

As a condition to assigning a credit rating to any notes issued by a CRE-CLO, rating agencies typically insist that the CRE-
CLO receive an opinion from U.S. tax counsel that the CRE-CLO “will not” be subject to an entity-level tax in the U.S..
Investors also expect this opinion, because a layer of corporate tax could dramatically reduce their investment returns.

Under Section 11(b), domestic entities that are treated as corporations for U.S. tax purposes generally are subject to a 21
percent net income tax. In addition, under Section 882, foreign entities that are treated as corporations for U.S. tax purposes
are subject to U.S. federal income tax on any income that is “effectively connected” with the conduct of a “trade or business”
within the U.S..

Accordingly, to avoid U.S. entity-level tax, CRE-CLOs generally are structured as one of the following:

• Qualified REIT Subsidiary (a “QRS CRE-CLO”) . REITs are a special type of domestic corporation that invest
predominantly in real estate assets, including real estate mortgages, and generally can eliminate U.S. corporate tax by
distributing all of their net income to their shareholders on a current basis. Because of their investment strategy, REITs
are common sponsors of CRE-CLOs.

• Under the REIT rules, if a REIT owns all of the equity interests in another corporation (which is referred to as a
qualified REIT subsidiary, or “QRS”), then (absent an election otherwise) the QRS's assets, liabilities, and items of
income, loss, and deduction are treated as the assets, liabilities, and items of income, loss, and deduction of the
REIT itself. Thus, if a CRE-CLO is established as a QRS, then the CRE-CLO will not be subject to U.S. corporate tax,
even if it is also treated as a TMP (i.e., even though it is a “QRS-TMP”). Instead, for U.S. tax purposes, the REIT is
treated as the direct owner of the QRS's investment portfolio and is treated as pledging the portfolio as collateral for
the notes that the QRS issues.

• To maintain its status as a QRS, a CRE-CLO must ensure that all of its “tax-equity” is beneficially owned by a single
REIT.

• Foreign corporation that is not a QRS and is not engaged in a U.S. trade or business (non-QRS CRE-CLO) . CRE-CLOs
that do not qualify as QRSs typically are organized in the Cayman Islands, which does not impose corporate income tax,
and comply with “tax guidelines” to ensure that they are not engaged in a U.S. trade or business and thus are not subject
to U.S. net income tax under Section 882. Although tax guidelines generally limit a CRE-CLO's origination and workout
activities, a non-QRS CRE-CLO can issue tax-equity to outside investors (which a QRS CRE-CLO cannot do).

IV. QRS CRE-CLOS: SPECIAL TAX CONSIDERATIONS

a. Limitation on Issuing Tax-Equity

A QRS is a corporation whose “tax-equity” is 100 percent owned by a REIT. CRE-CLOs issue multiple classes of notes into
the capital markets with different seniorities. Accordingly, in order to opine that a CRE-CLO “will not” be subject to an entity-
level tax in the U.S. on the basis that it is a QRS, U.S. tax counsel require a REIT to retain any classes of notes issued by the
CRE-CLO that could be treated as equity for U.S. tax purposes—i.e., that do not receive an opinion that they “will” be treated
as debt for U.S. tax purposes. This retention requirement is one of the most limiting downsides of using a QRS CRE-CLO
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instead of a non-QRS CRE-CLO. (If the sponsor is not already a REIT, then creating and maintaining a REIT also may be a
significant downside of using a QRS CRE-CLO.)

Whether an instrument is treated as debt or equity for U.S. tax purposes depends on the facts and circumstances on the
instrument's issue date, and no one factor is determinative. One important factor is the reasonable likelihood of timely
payment of principal and scheduled interest on the instrument.

A note's credit rating is generally viewed as indicative of its likelihood of repayment, and U.S. tax counsel typically do not
opine that a class of notes will be treated as debt for U.S. tax purposes unless that class receives an investment grade credit
rating—e.g., Baa3 or higher from Moody's, or BBB- or higher from Fitch. Accordingly, QRS CRE-CLOs generally may not
issue below-investment-grade notes or equity to third-party investors. Instead, these interests must be retained by the REIT
(or any entity disregarded into a REIT).

b. Excess Inclusion Income

i. Overview

REITs are treated as domestic corporations for U.S. tax purposes. As a result, U.S. tax-exempt investors generally are not
subject to U.S. “unrelated business income tax” on dividends that they receive from a REIT. Non-U.S. investors generally are
subject to 30 percent U.S. withholding tax on dividends that they receive from a REIT, but the amount of this withholding tax
may be reduced by an applicable income tax treaty. In addition, as mentioned above, REITs generally can eliminate U.S.
corporate tax by distributing all of their net income to their shareholders on a current basis.

However, when a REIT holds a REMIC residual interest, the REIT must allocate a certain amount of taxable income
attributable to the REMIC residual interest, referred to as “excess inclusion income,” among the REIT's shareholders in
proportion to the dividends that the REIT pays. This excess inclusion income is subject to adverse treatment (as discussed
below).

Similarly, Section 7701(i)(3) provides that, if a REIT holds a QRS-TMP, such as a QRS CRE-CLO, then the REIT's
shareholders are subject to tax consequences “similar to” those that would apply if the REIT held a REMIC residual interest.
Although the Internal Revenue Service has not issued regulations under Section 7701(i)(3), it has concluded that Section
7701(i)(3) establishes several basic principles, which apply even in the absence of regulations:

• First, the REIT must determine the amount of the QRS-TMP's excess inclusion income under “a reasonable method.”

• Second, non-U.S. persons may not claim the benefits of an income tax treaty to reduce withholding on REIT dividends
of excess inclusion income, and thus are always subject to 30 percent U.S. withholding tax on the excess inclusion
income.

• Third, REIT dividends of excess inclusion income to tax-exempt shareholders are treated as unrelated business taxable
income (UBTI). As a result, tax-exempt entities are subject to corporate tax on this portion of their REIT dividends.

• Fourth, taxable U.S. investors may not use net operating losses to reduce taxable income that is attributable to REIT
dividends of excess inclusion income.

• Finally, the REIT must pay tax on any excess inclusion income that is allocable to governmental entities and other
“disqualified organizations.”

ii. Excess Inclusion Income of a QRS-TMP

IRS Notice 2006-97 requires REITs to determine excess inclusion income attributable to a QRS-TMP using “a reasonable
method.” However, the tax code defines excess inclusion income only under the rules governing REMICs. REMICs issue
multiple classes of regular interests, which are statutorily treated as debt for U.S. tax purposes and are paid down in
sequence with principal collections on the REMIC's pool of mortgage loans, and one class of residual interests, which is the
REMIC's “tax-equity” and is subordinated to the regular interests. The excess inclusion regime subjects a REMIC's net taxable
income to U.S. income tax in the hands of the holder of the REMIC's residual interest.

Because REMIC regular interests are statutorily treated as debt for U.S. tax purposes, regardless of how little equity supports
them, virtually all REMICs are structured so that their residual interests are non-economic, meaning that they do not receive
any cash. The REMIC's most senior classes of regular interests provide for yields that are less than the weighted average
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interest rate of the pool of mortgage loans that the REMIC holds, while the REMIC's most junior classes provide for yields that
are greater than the weighted average interest rate of the pool mortgage loans. Because the overall yield on the classes of
regular interests issued by the REMIC in early years is less than the overall yield on the pool of mortgage loans its holds, a
REMIC will have net taxable income in early years, and then (as the senior classes are paid down) will have net taxable
losses in later years. Even though the REMIC's net taxable losses offset its net taxable income over time, the taxable losses
are incurred in later years. Thus, in present value terms, a non-economic REMIC residual interest represents an economic
liability, not an asset.

QRS-TMPs must have a significant amount of equity in order to be able to issue notes senior to the equity that receive an
opinion of U.S. tax counsel that they “will” be treated as debt for U.S. tax purposes. As a result, QRS-TMP equity—unlike
REMIC residual interests—always is entitled to cash distributions, and thus has positive value. If excess inclusion income
attributable to a QRS-TMP were determined by treating the entire equity interest in the QRS-TMP as if it were a REMIC
residual interest, the excess inclusion income would be significantly greater than if the QRS-TMP had made a valid REMIC
election and had issued additional junior regular interests and a non-economic residual interest.

The legislative history to Section 7701(i)(3) suggests that Congress might, indeed, have expected the excess inclusion
income attributable to a QRS-TMP to be determined by treating the QRS-TMP's entire equity interest as if it were a REMIC
residual interest. On the other hand, Congress does not appear to have contemplated the widespread use of non-economic
REMIC residual interests, and there is no readily apparent policy justification to require holders of QRS-TMP equity to report
significantly greater excess inclusion income than holders of REMIC residual interests, particularly in light of the directive in
Section 7701(i)(3) for the IRS to promulgate regulations taxing shareholders in a REIT that holds a QRS-TMP in a manner
“similar to” shareholders in a REIT that holds a REMIC residual interest.

Accordingly, a “reasonable method” of determining excess inclusion income attributable to a QRS CRE-CLO may include
treating the QRS CRE-CLO as a “synthetic REMIC,” i.e., nominally treating a portion of the payments on the QRS's tax-equity
as deductible solely for purposes of computing excess inclusion income, much like interest payments on a REMIC's below-
investment-grade regular interests are deductible in computing the REMIC's overall net income Under this approach, the QRS
CRE-CLO's equity is bifurcated into (1) one or more “synthetic” regular interests that are entitled to all cash-flows associated
with the equity and has an issue price equal to its fair market value, and (2) a synthetic non-economic residual interest. The
net taxable income attributable to the synthetic non-economic residual interest is calculated by permitting the synthetic REMIC
to deduct (x) any interest that it actually pays or accrues on its notes, (y) any interest payments that it is deemed to pay or
accrue on the synthetic regular interests, and (z) any other expenses of the QRS CRE-CLO to the extent that they would be
deductible to a REMIC in computing the REMIC's taxable income. The result of this approach is that excess inclusion income
attributable to the QRS CRE-CLO generally matches the excess inclusion income that would have been attributable to the
QRS CRE-CLO's non-economic residual interest had the QRS CRE-CLO made a valid REMIC election. However, it is not
certain whether this approach would be respected if challenged.

iii. Blocking Excess Inclusion Income

As mentioned above, a REIT and its shareholders may be subject to adverse tax consequences as a result of the REIT's
realization of excess inclusion income. REITs that wish to spare their shareholders from having any excess inclusion income
will often create a “mini-REIT” to hold the QRS CRE-CLO tax-equity, and jointly own the mini-REIT with a wholly owned
taxable REIT subsidiary (TRS).

Like a QRS, a TRS is a subsidiary of a REIT. Unlike a QRS, a TRS is treated as a separate corporation from the REIT. A
REIT and its subsidiary must jointly elect for the subsidiary to be a TRS.

A TRS that earns excess inclusion income is subject to U.S. corporate tax (currently imposed at a 21 percent rate) on the
excess inclusion income. Because the TRS earns and pays tax on the excess inclusion income, subsequent dividends by the
TRS to the REIT should not be treated as excess inclusion income. The TRS thus “blocks” the excess inclusion income from
reaching the REIT and its shareholders.

Because a CRE-CLO is treated as a QRS only if it is wholly owned by a REIT, bringing a TRS into the picture requires some
additional tax structuring. Specifically, the REIT (which we refer to as the “REIT parent”) invests in (1) a TRS and (2) a
partnership. The TRS also invests in the partnership. The partnership's sole asset is the equity in a new entity that, itself,
makes a valid election to be treated as a REIT (the “mini-REIT”). The mini-REIT owns the equity in the CRE-CLO.

This structure is illustrated below.
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Because the mini-REIT owns all of the equity in the CRE-CLO, the CRE-CLO is eligible to be treated as a QRS. The mini-
REIT realizes excess inclusion income from its ownership of the CRE-CLO, and dividends paid by the mini-REIT are tainted
by any excess inclusion income. The partnership allocates the amount of any dividend income that consists of excess
inclusion income to the TRS, and allocates all other dividend income directly to the REIT parent. Accordingly, only the excess
inclusion income (and not the rest of the income attributable to the CRE-CLO's equity) is subject to corporate tax.

V. NON-QRSCRE-CLOS: SPECIAL TAX CONSIDERATIONS

a. Avoiding a U.S. Trade or Business

i. Overview

As mentioned above, non-U.S. entities that are treated as corporations for U.S. tax purposes are subject to U.S. federal
income tax on any income that is “effectively connected” with the conduct of a “trade or business” within the U.S.. The IRS
asserts that “making loans to the public” within the U.S. (instead of purchasing the loans on the secondary market), whether
directly or through a U.S. agent, constitutes a U.S. trade or business. Accordingly, tax guidelines for non-QRS CRE-CLOs
typically have three overarching principles:

• The CRE-CLO may not negotiate the terms of a loan.

• The CRE-CLO may not be an original lender.

• The CRE-CLO may not be the first person to bear economic risk with respect to a loan.

These principles are predicated on the traditional view of a “lender” as the party that negotiates the loan, funds the loan, bears
first risk with respect to the loan, and holds itself out as the lender.

A significant body of literature addresses the particulars of tax guidelines followed by “broadly syndicated” CLOs, which
purchase small portions of broadly syndicated commercial loans. As a general matter, broadly syndicated loans are more
liquid than mortgage loans, are not secured by real property, are originated by banks that are not related to the CLO, and are
traded through electronic brokerage platforms. This article focuses on two issues that do not frequently arise for broadly
syndicated CLOs, but commonly arise for CRE-CLOs because they invest in whole mortgage loans that their sponsor (or an
affiliate of the sponsor) originated.

ii. Sponsor-Originated Loans

REITs, loan funds, banks, and other sponsors commonly form CRE-CLOs to purchase mortgage loans that the sponsors
originated, and delegate their own employees (or the employees of an affiliate) to make the CRE-CLOs’ investment decisions.
Because the sponsor expects to sell its loans to the CRE-CLO, and the CRE-CLO expects to buy loans from the sponsor,
U.S. tax counsel must consider whether the sponsor could be viewed as having engaged in loan origination as an agent of the
CRE-CLO, causing the CRE-CLO to be engaged in a U.S. trade or business. This analysis depends, in part, on whether the
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CRE-CLO holds a “static” or “managed” pool of mortgages.

1. Static CRE-CLOs

Some CRE-CLOs hold a “static” (non-traded) pool of mortgages and apply all principal collections on the mortgages toward
paying down the notes that they issue (instead of using those principal collections to acquire new mortgages). An argument
exists that these static CRE-CLOs are not engaged in a trade or business, but rather are “investors” for U.S. tax purposes,
even if the sponsor's loan origination activities are imputed to the CRE-CLOs under an agency theory.

The distinction between a person that conducts mere investment activities (i.e., an “investor”) and a person that is engaged in
a business is that the former's activities are “more isolated and passive,” whereas the latter's are “frequent, continuous, and
regular.” The number of purchases and amount and magnitude of activities associated with acquiring investments are usually
less relevant under the existing trade or business authorities than the number of sales, and courts and the IRS have held that
active asset management activities (which arguably would include loan negotiation) do not cause an investor to become a
engaged in a trade or business. Under this view, even a CRE-CLO that directly originates loans should not be engaged in a
trade or business so long as it holds the loans to maturity instead of selling them.

On the other hand, lending is an activity conducted by banks, financing companies, and other U.S. businesses, and the IRS
and courts have found taxpayers to be engaged in a trade or business for purposes of Section 166 (relating to bad debt
deductions) as a result of regularly and continuously making loans, even if the taxpayers retain and do not sell the loans.
Moreover, some authorities have treated lending as a “service,” although courts generally have held that the activity of making
loans for investment and not for purposes of resale to a customer or otherwise to earn a spread is not a service.

Because there is no clear authority under Section 882 that making loans for investment does not constitute a trade or
business, most static CRE-CLOs do not purchase loans from their sponsor if, at the time the sponsor originated the loans, the
sponsor was committed to transfer the loans to the CRE-CLO. So long as the sponsor originates a loan without any
preexisting commitment to transfer the loan to a CRE-CLO, the sponsor arguably cannot have originated the loan as an agent
for the CRE-CLO, because it negotiated the terms of the loan, was the original lender, and was the first person to bear
economic risk with respect to the loan. To bolster the argument that the loans were not originated with the expectation of
transferring them to the CRE-CLO, some U.S. tax counsel prohibit the CRE-CLO from acquiring any loans that were
originated earlier than the later of (1) some period of time (e.g., 90 days) before the CRE-CLO was formed, and (2) the date
that the sponsor signed an engagement letter with its legal counsel to form the CRE-CLO.

2. Managed CRE-CLOs

The U.S. trade or business risk is more acute when the CRE-CLO is permitted to apply principal collections or sale proceeds
to acquire mortgage loans on an ongoing basis. U.S. tax counsel often require some combination of the below features to
ensure that the sponsor is not treated as originating loans as agent for the CRE-CLO after the CRE-CLO is formed.

• Seasoning period with arm's-length pricing. A significant waiting, or “seasoning,” period between a loan's origination and
a CRE-CLO's purchase of (or commitment to purchase) the loan helps ensure that the sponsor was the first person to
bear economic risk with respect to the loan, which suggests that the sponsor is the true lender, and not an agent of the
CRE-CLO. U.S. tax advisors often conclude that 90 days is a significant seasoning period on the basis that the loan
market can change significantly during any 90-day period.

In addition, to ensure that the seasoning period in fact creates market risk for the sponsor, the sponsor must sell any loans to
the CRE-CLO at arm's-length pricing. Some U.S. tax advisors require the CRE-CLO to appoint an independent investment
advisor to confirm that each loan is purchased at its fair market value.

• Autonomy of origination business. Another factor that strongly supports the conclusion that the sponsor is not originating
loans as agent for the CRE-CLO is if the sponsor can establish that it has the capacity to originate loans whether or not
the CRE-CLO in fact acquires the loans and the sponsor negotiates and originates loans without input from the CRE-
CLO's investment management team. To ensure that no particular loan is substantially certain to be acquired by the CRE-
CLO at the time that it is originated, some U.S. tax advisors also place a significant percentage limitation on the
aggregate face amount of sponsor-originated loans that the CRE-CLO can acquire.

• Incentive compensation. Some CRE-CLOs provide for a material part of their investment management team's
compensation to be based on the CRE-CLO's performance. This factor arguably further helps to establish separation
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between the origination and management personnel.

3. Wholly Owned CRE-CLOs

One additional way that a CRE-CLO might establish that it is not engaged in a U.S. trade or business is if the sponsor owns
all of the CRE-CLO's equity. Treasury regulations Section 1.864-4(c)(5)(i) provides that financing subsidiaries generally are
not treated as engaged in the active conduct of a banking, financing, or similar business in the U.S.. However, a sponsor may
not want to be required to retain all of the tax-equity of a non-QRS CRE-CLO.

iii. Foreclosures

Under Section 897, a non-U.S. corporation's gain or loss from the sale or other disposition of a “United States real property
interest” is subject to U.S. tax “as if the taxpayer were engaged in a trade or business within the United States during the
taxable year and as if such gain or loss were effectively connected with such trade or business.” A U.S. real property interest
includes, among other things, real property located in the U.S. or the U.S. Virgin Islands.

Because substantially all of a CRE-CLO's assets consist of mortgage loans, there is a real risk that, at some point, a mortgage
loan will default and the CRE-CLO will have the right to foreclose on the underlying real property. If the CRE-CLO is treated
as a non-U.S. corporation for U.S. tax purposes and forecloses on U.S. real property, then it will be subject to U.S. federal
income tax on any gain that it recognizes on a subsequent sale of that property, and will be required to file a U.S. federal
income tax return.

The operative documents of many CRE-CLOs require the CRE-CLOs to isolate this tax and the U.S. federal income tax return
filing obligation, in a U.S. “blocker” subsidiary. A blocker subsidiary should be respected as an entity separate from the CRE-
CLO, and should not be treated as the CRE-CLO's agent, even though the CRE-CLO owns all of the equity interests of the
blocker subsidiary. Thus, the blocker subsidiary, and not the CRE-CLO, is subject to U.S. corporate tax, and has to file U.S.
federal income tax returns.

So long as a U.S. blocker subsidiary retains all of its earnings, it will not be required to withhold on dividends that it pays to the
CRE-CLO. After the U.S. blocker subsidiary sells its assets, it can liquidate without having to withhold.

b. Avoiding U.S. Withholding Tax

Under Section 882, interest on indebtedness paid by a U.S. person to a non-U.S. corporation is subject to 30 percent U.S.
withholding tax unless the interest qualifies as “portfolio interest.” U.S.-source interest received by a foreign CRE-CLO on a
mortgage loan generally will qualify as portfolio interest if:

• the mortgage loan is in registered form; and

• the amount of the interest is not determined by reference to the obligor's income, profits, receipts, sales, or other cash
flows, changes in the value of the obligor's assets, or distributions on the obligor's equity.

A mortgage loan is in registered form if the right to receive payments of principal and stated interest on the loan may be
transferred only through a book-entry system maintained by the obligor or its agent.

Mortgage loans sometimes contain an explicit requirement that the servicer, acting as an agent of the borrower, maintain a
record of each lender and its assignees. This requirement ensures that the mortgage loans are in registered form.

If a mortgage loan does not contain this requirement, then a non-U.S. CRE-CLO may nevertheless eliminate the 30 percent
U.S. withholding tax on interest payments made under the loan if it holds the loan through a domestic grantor trust. Under
regulations Section 1.871-14(d)(1), interest received by a beneficiary from a grantor trust is treated as portfolio interest so long
as the trust certificate held by the beneficiary is in registered form, even if the underlying obligations are not themselves in
registered form. Accordingly, many CRE-CLOs hold their mortgage loans in a domestic grantor trust.

Very generally, a trust to which a person transfers property for the purpose of protecting and conserving the property for the
transferor's benefit is treated as a grantor trust only if the trust has no “power to vary” the transferor's investment. A CRE-
CLO's ability to trade the assets that it holds through a grantor trust might be construed as a power of the trust to vary the
CRE-CLO's investment. However, because any transfer of assets into or out of the grantor trust may be effected only at the
CRE-CLO's direction, the transfer should be treated in the same manner as (1) a liquidating distribution by the trust to the
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CRE-CLO, followed immediately by (2) the formation by the CRE-CLO of a new grantor trust. Thus, the CRE-CLO's ability to
hold a managed pool of assets through a grantor trust should not cause the CRE-CLO to fail to qualify for the portfolio interest
exemption.

c. Concerns for REIT Sponsors

REITs typically do not form non-QRS CRE-CLOs.

First, REITs generally are prohibited from owning securities representing more than 10 percent of the total voting power or
value of any one issuer, unless (i) the REIT owns 100 percent of the equity in that issuer and the issuer is a QRS, or (ii) the
issuer is a TRS. Accordingly, owning 10 percent or more, but less than 100 percent, of the equity interests in a CRE-CLO
could jeopardize a REIT's tax classification. If a REIT intends to own 100 percent of a CRE-CLO, then the REIT can form a
QRS CRE-CLO.

Second, REITs are subject to a 100 percent “prohibited transactions” tax on any gain from a sale of property held for sale to
customers in the ordinary course of a trade or business. There is a real risk that a REIT's ongoing sale of mortgage loans to
one or more non-QRS CRE-CLOs would be treated as prohibited transactions. (The same concern exists if a REIT sells
mortgages to one or more REMICs). By contrast, a REIT's transfer of mortgage loans to a QRS CRE-CLO is disregarded for
U.S. tax purposes.

d. Converting a QRS CRE-CLO into a Non-QRS CRE-CLO

A QRS is not required to be a domestic entity in form. Instead, a Cayman Islands entity may be used. The Cayman Islands
entity would be disregarded for U.S. tax purposes so long as it is a QRS.

If a REIT organizes a QRS CRE-CLO in the Cayman Islands, then the REIT might be able to sell the CRE-CLO's equity after
a waiting period. Upon the sale, the CRE-CLO would become a non-QRS CRE-CLO. Because it is organized in the Cayman
Islands, the CRE-CLO would not be subject to U.S. corporate tax unless it is engaged in a U.S. trade or business.

The waiting period must be sufficiently long for U.S. tax counsel to be able to conclude that the sale does not cause the REIT
to be treated as a dealer and subject to the prohibited transactions tax described in Part V.c. In addition, U.S. tax counsel
must be able to conclude that the non-QRS CRE-CLO will not be engaged in a U.S. trade or business (including, possibly, as
a result of any loan originations that it conducted when it was still a QRS CRE-CLO) and that interest payments that the non-
QRS CRE-CLO receives are not subject to withholding tax (i.e., the non-QRS CRE-CLO might need to contribute its assets to
one or more domestic grantor trusts to avail itself of the portfolio interest exemption, as discussed in Part V.b.).

VI. BENEFITS OF USING A CRE-CLO INSTEAD OF A REMIC

a. Overview

Both REMICs and CRE-CLOs issue multiple classes of interests that are backed by a pool of mortgage loans. However, CRE-
CLOs are more flexible than REMICs in several ways. This section briefly summarizes the most material differences between
REMICs and CRE-CLOs.

b. Static Pool

REMICs are subject to a 100 percent tax on “prohibited transactions,” which include a disposition of a mortgage loan other
than in very specific situations. As a result, REMICs do not trade their assets. By contrast, as discussed above, CRE-CLOs
are permitted to have either “static” or “managed” pools of assets. Moreover, REMICs generally may not acquire new assets
more than three months after their startup day, and are limited in their ability to invest in delayed drawdown loans or revolving
loans, each of which require a holder to make advances on a periodic basis that are treated as new loans for U.S. tax
purposes. By contrast, CRE-CLOs generally may invest in delayed drawdown loans or revolving loans.

c. Limitations on Collateral

REMICs are required to invest almost exclusively in mortgage loans. By contrast, CRE-CLOs may invest in any assets,
subject only to the following limitations:

• In the case of a QRS CRE-CLO, the asset must be an asset that the REIT is permitted to hold; and

INSIGHT: The Taxation of Commercial Real Estate Collateralized Loan Obligations, Daily Tax Report (BNA), Jason Schwartz, Gary

© 2018 The Bureau of National Affairs, Inc. All Rights Reserved. Terms of Service
   // PAGE 8

http://www.bna.com/terms-of-service-subscription-products


• In the case of a non-QRS CRE-CLO, ownership of the asset must not violate the CRE-CLO's tax guidelines (i.e., the
non-QRS CRE-CLO must avoid being engaged in a U.S. trade or business).

Mezzanine loans and preferred equity generally are “good” REIT assets and do not violate tax guidelines, yet likely are not
“qualified mortgages” under the REMIC rules. Accordingly, in addition to mortgage loans, CRE-CLOs generally may acquire
mezzanine loans and QRS CRE-CLOs generally may also acquire preferred equity, while REMICs generally may not.

d. Limitations on Modifications and Foreclosures

With very limited exceptions, REMICs may not acquire new assets more than three months after their start-up day. For U.S.
tax purposes, a “significant modification” of a mortgage loan is treated as an exchange of the loan for a new loan. Accordingly,
REMICs must be careful to ensure that none of the loans that comprise their assets is significantly modified unless the
modification falls within one of several narrow safe harbors described in Revenue Procedure 2010-30. Moreover, even if a
loan modification is not significant, the modification could still cause the REMIC to lose its REMIC status if it causes the
mortgage to no longer be “principally secured” by an interest in real property. Finally, if a REMIC forecloses on a mortgage
loan, the REMIC generally may not hold the foreclosure property for more than a three-year period (with a possible extension
of up to three years).

By contrast, non-QRS CRE-CLOs generally are not subject to limitations on their ability to modify loans, other than any
limitations that may be imposed by tax guidelines. In addition, as discussed in Part V.a.iii, CRE-CLOs (unlike REMICs) may
acquire foreclosure property through a U.S. blocker corporation, and are not subject to any limitation on the amount of time
during which they can hold the U.S. blocker corporation or the foreclosure property.

VII. Conclusion

With careful tax planning, the two CRE-CLO structures discussed above can be powerful tools for securitizing pools of assets
that are inappropriate for acquisition by a REMIC, for example, because the assets will be traded or will not consist solely of
REMIC-eligible mortgages.

Jason Schwartz and Gary Silverstein are tax partners, and Daniel Ng is a tax associate, at Cadwalader, Wickersham & Taft
LLP.
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